
SBC Provides Residential Universal 

- -  

IXC offers target 
premium customers 

Service While IXCs "Cherry Pick" Profits 

Ameritech Residential Customer Spendinq 

O/O of Total 

/ 
Quartile 4 \ SBC 

\ Quartile 2 
IXCS 

$24-$36 21L% 9% 

$0-$24 14O/o ( 2 2)Vo 
I 

SBC's resulting customer base will be 
unprofitable, with no funds for investment. 

$%3-$54 3 6 O/o 7 2 O/o 

$36-$43 29% 4 1 O/o 
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Clear IXC Strategy 
No Capital Investment 

" ... gives AT&T Consumer 
unmatched leverage to create 
offers ... 

fict 5 y 8c.t r i < x  Cr, 
Pi ewdcwl, A T& I Cmsimer 

I ,  

"We're profitable everywhere 
we sell because we limit ... 
whete we sell based on cost .... 
[W]e're 

to niake it work. I' 
L/l/n)m? tiiJyatc/ 
coc?, PIC1 

"We do not: expect that the 
growth of  our business will 
require the levels of  capital 
investment in fiber optics 

and switches that existed iii 
historical telecommunications 
facilities-based models." 

IO-Q Filirig 
Z- TPJ 

Hiqh Marqins, Low Risk 

"Our principle of maximiziiiy 
cash requires that we only 
enter states that meet o w  

"We are not going into 
states where we don't have a 

local .... 

gross margin requirenien 1.s. I I  

. I  < 011 l lw 
I' 

Betsy Bcr t iai ( I ,  
Pte,sldpill, A IKC 1 ( ~ i ~ ~ , / / / / l ~  t 
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Capital Market Reaction 

Stock Prices 

Before UBS 
Warburg Report 

(081 19/02) . 
SBC $29.87 

AT&T $10.76 

After UBS 
Warburg Report 

(OB/ 231 02) 

$26.30 

$12.22 

Percent C h a i 1 y c! 

(12.0)~/0 

1 3.6% 

“We believe SBC has the most attractive region for UNE-P providers. 
SBC takes the hardest hit for each retail line lost to UNE-P competitors ... 
SBC has lost more retail lines to UNE-P than any other Bell, a t  3.45 
million. .. [and we] expect SBC to lose 1 million retail lines to UNE-P 
in the third quarter of 2002.” 

- UBS Warbura 
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Impacts 
Reduced Service Quality 

Reduced Ability to Provide Service to all 
Customers 

No Incentive To Invest in Networks 

Eli minated Jobs 
Slower Deployment of New Services 

Increased Cost of Capital 

Weakened Equipment Suppliers 

. 
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Next 
Current regulatory regime regarding UNE-P 
and pricing is unsustainable 

Turmoil in . industry calls for quick and decisive 
action 

As long as we have carrier of last resort 
obligations, prices must be set to recover our 
costs 

* There are many ways to solve this problem, but 
time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short  period of t ime 

)' 
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Global & L-BS Kar1,ur.. c 
Equity 
Research 
August 20,2002 Telecommunications--Wireline United States 

SBC Communications, Inc. (SBC)PJ7.801 Hold 

Key Statistics 

PnCL 
52-Wk Range 
Pnce Targel 
Rclurn Pori. 
MU. CapiMM) 
Sh. OutiMM) 
FIoII 
lnsL Hldgr. 
Avg. VolunmiK) 
Curr.DivNield 
Sec.trWlh.Ra1e 
Convertible? 

Quarterly Earnings Per Share (fiscal year ends December) 
:.a, 2001A m02E DIP. 2W3E 

.n $3 5' S2 5.A 
I" 

20 
10 

c 6' : i : A  
c 5E C 56 _ _  
0 62 3 E' 40 

CP rrlr  si 35 si 3: 
Vl,, I235 1231 

.I I..-.. 

PIE: 
Revr.(MM): 

i2 71 12.91 
s4i 9-38 %2 325 
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Table 2: Changes to SBC Estimates (SMM) 
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confidence 
txiess r e t w  Tarlet price, current price - ; - gross diwdenc yielo - i2-rnontn interest raie. Tne 12. montn interek rate use0 is tnal Of tne 
company s country of incorporation, in the same currency as the predicred return. 
'1nves:men: Danklng sewices include. but are not restricted to. aaing as manager:co-manager in the underwritinE or Dlacenent of securities 
iwitnin the Dast three vearsi. actinq as financial aovisor. and'or providing corporate finance or captal-markets-relate0 sen'ices to a company 
or one 01 its aiiiliates or subsidianis (witnin the past 12 m0n:nS) 
Source UaS AG its subsidiaries and affiliates as of 30 June 2002 
2 UBS AG. its atliliates or sunsidiaries has actea as rnanager,co-manager in the underwriting or placement of Securihes of this company or 
one of its affiliates within the past three years 
37 Within the past i2 month$ UBS AG. its afliliates or subsidiaries has received compensation lor iniesfmenl banking sewices lrom this 
comoany 
80 UBS AG its afiliates or subsidiaries expect to receive or intend to seek conpensallon 10, investrner,: banking sewices from this 
cornpanv within the next three months 

ri .' c - 
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LJNE-P l k o i i o i ~ i i c s :  I)owiigi-;ltlitig llic lklls 

0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
1 

- Analysis of  UNE-P economics suggests pressure on profitability for the Bells 
. .  
r - We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth 

(Street estimates are for 2-5% growth ). 

.'? 

- We expect long-term FCF growth of  2-3% vs, prev. expectation for 3-4% growth 
<I' IC 

6 Lowering Price Targets 
- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: $26 (previously $28); 

- SBC: $30 (previously $36); 

- Verizon: $34 (previously $50) 

:. We Expect Market Performance Over the Next 12 Months 
- Attractive dividend yields should limit downside 

John tlodulik. CFA 
(212) 713-4226, john.tiodulik@uhsw r o m  

1 



Wireline Revenue 

Tolal Revenue 

EBITDA 

Ne1 Income 
EPS 

W i i h e  Revemie 

T o l a l  Reveinie 

TBIIDA 

t4pI Ih.onie 

EPS 

BellSouth 

Old New Schange %Change Old New $change %Change Old New 
2002 2003 % growlh 

18.421 18312 -109 -0 6% 18,731 17,993 -738 -3 9% 1 7 % -1 7% 

29.009 28,900 -109 ~0 4% 29.582 28,842 -740 -7 5% 2 0% -0 2% 

12.837 12.784 -53 -0 4% 13,120 12,761 -359 -2 7 X  2 2'10 -0 2% 
4,035 3,924 - 1 1 1  -2 7% 4.217 3.836 -380 -9 O X  4 5 x  -2 ?"I" 

~. $2 14 ' $209 ($005) -2 3% $2 18 .', $202; ($016) -73% I 7 9% - 3 i h  1 
. .~ , , .  - -. 

0 

2002 2003 'lo grovdh 
Old New Ichange %Change Old New $change %Change Old New 

38 768 38601 -167 -0 4% 38.884 37.482 -1.402 ~3 6% 0 3'A 7 n x  
57377 57705 ~167 ~0 3% 52.937 51 535 -1,407 -2 6% 11X 1 3% 
11 :177 71 ' i 5 i  -20 ~0 1 %  21.479 20.958 -521 -7 4% 0 5% 19% 
7 i2R 7 115 -13 -0 2 x  7,811 7.462 -349 ~4 5% 1 1 "I" 3 3% 

$?It  $TII ($000) 4 2% $236 !'$225) ($011) -4!)"l* 

~~~ ~ 

2002 2003 
Old New Schange %Change Old New $change %Change 

Wiieline R5venue 40.912 40,897 -15 [I 0% 39,655 39,136 -519 -1 3% 
Tolal Revenue 66.737 66 722 -15 0 ox 67.092 66.575 -518 -0 8% 
EBITDA 29,049 28 772 -277 - 1  0% 2R.836 28.160 -6 76 -2 3% 
t4el Income 8.332 8 150 -182 -2 2% 8587 8 130 457 -5 3% .. . 
EPS $305 $298 ($007) -2 2% $3 12 ! $296) (IO 16) -5 1% 

. .. 
& I I I IS \ \'i I 1.1 11 I I'<C 

X growth 
Old New 

-3 1% 43% 
0 5% I1 2% 

.n IX 2 1% 
0 1 "I" 11 ?'I* 

: 7 1'7" ill '% I 
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UNE-1' Eco iioiiiics: Glossary 

9 Unbundled Network Elements (UNE) 
- The individual parts of  the local telephone network (7 elements including: iocal 

loop, switches, transport and OSS) th,at ILECs are required t o  "unbundle" and 
lease out to  CLECs. Competitors can lease out one or all of the available UNEs to 

(1, 

pppvide service. 1" 

C. Unbundled Network Element-Platform (UNE-P) 
- Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset 

deployment. 

0 Retail Lines 
~ Access lines sold directly to the end user from the ILEC. 

:. Wholesale Lines 
- Access lines sold to  competitors (AT&T and MCI), which resell the lines to end 

users. ', 

John Hodulik, C I A  
(212) 71 3-4226, john.lroduIik@ubw i o r n  

I 



I 

r- 

h 

c 



I I I 

I 
, -., I ,  ., - ,  ..; - ,  - ,  - ,  - I  . I  - ,  1 ,  ., ., I ,  .. .I . 1 * 

. :. '\ '. 
1 

8 UNE-P Competition Has Intensified in Recent Months ... 
- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states (24M residential lines]; plans to enter NJ 
[4.5M residential lines] in Sept 2002) 

Other operators 
a 
- Sprint i s  considering this strategy; others include Z-Tel, Talk America, and 

SupraTelecom (which added l2OK UNE-P lines in FL in 2Q02) 

e, Due to More Favorable Economics of UNE-P for Competitors 
Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

f, Second Quarter Results Revealed the Bells' Exposure 
-- Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q 

- 

- 

- 

SBC: 692K added vs. 358K in 1Q02; 

BellSouth: 278K added, vs 239K in 1Q02; 

Verizon: 110K added vs. 64K in 1Q02 

John Hodulik, CFA 
(212) 7 1 3  4226. john hodulik@uhrw tom 
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+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

- SBC's Ameritech region is  the most attractive for UNE-P competitors 

UNE-P Line Growth Will Be Greater than the Market Expects 
L 

-- UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

- AT&T presents the most significant threat. 

- 

- 

Its 40% share of the consumer LD market presents an immediate target 

AT&T sees opportunities in 14-17 states, but announced entry in 8 states. 

- The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration). 

I . ,  
'..,> 2000a 2001a 2002e 2003e 2004e 2005e 

! UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 i 

.', UNE-P Penelration 1.7% 3.4% 7.2% 12.2% 15.2% 17.3% 
~ 

I 

& I 11;s \ \ ' i l l ~ I ) l l i ~ ~  
John Hodulik. CFA 
(212) 713~4226. john.t1odulik~9u11rw c o r n  
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+ Long Distance Opportunity is Only a Partial Offset 
- Bells only need to  add 12. long distance customers for each UNE-P line added to 

breakeven a t  revenue line 

- However, the Bells need to add 5.9 long distance customers for each UNE-P line 
added to breakeven at EBlTDA line 

- W E - P  IS A N  EBITDA STORY, NOT'A REVENUE STORY 

LD subs 

UNE-P subs 

LD subs I UNE-P subs 

_ _  2004e me 
19.905 34.524 41,460 45.223 

11,152 18,146 22.367 25,136 

1.8 1.9 1.9 1.8 

0 We Do Not Expect Near-Term Regulatory Relief 

John Hodulik, C f A  
(212) 71 3-4226, john.tlodulik@ubtw torn 
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UN E- 1) ICco 1 1  o I 1 1  ics: S 11 111 iiia 1-y Z’i iicli iigs 

+ Anticipate that EPS Will Decline in 2003 for the Bells 

SBC 
VZ 
01s 
a 

- EPS highly sensitive t o  growth in UNE-P 

Revenue lost EEITDA lost EPS Impact assuming local line loss of Free Cash flow Impact 
per line I mo per line I mo 1M 2M 3M 5M 1M 2M 3M 5M 

$19 76 $ 1 7 0 4  $0 04 so 08 $0 12 $ 0 7 0  $137 $774 $411 $685 
u 89 I5 26 0 04 0 09 0 11 0 72 173 245 168 614 
18 29 15 65 0 06 0 13 0 I9 0 32 17fi 252 377 629 
14 73 1 1  98 0 05 0 09 0 1 4  0 74 96 193 289 4 6 1  

We estimate that 8M lines lost translates into $ l B  OpFCF loss 

Summary 

Poor Economics of UNE-P + Higher UNE-P Line Loss 
= lower Profit and EPS for the Bells 

John Hodulik, CFA 
(212) 713-4226. john hodulik@uhsw rom 
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1) Calculate Revenue Impact  Per Line Lost 

2) Estimate Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

L 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State  

John Hodulik, C f A  
(212) 713 4226, john t~r~rJ~~Iik@iili-,w r o r n  

1 1  
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U N I W  Ikotioiiiics: (hlculatiiig IIic Iiiipact 

1) Calculated Revenue Impact  Per Line Lost 

- ~- 

i Local service revenue = + Basic local 

1 Vertical Features 

+ AaxssllnlralATA loll Retail Revenue 

+ SLC 

+ LNP, 911 and other surcharges 

I* I 
I 

UNE-P revenue = I Loop I 
. ’  Wholesale Revenue 

I Local switching (fixed 8 variable) 

1 Iaiidern swilching 
I 
i 

I 
~Trmsporl I 

DiIference = Total revenue lost 
~~ -. - 

i ‘~ 

Source UBS Warhurg LLC arid company reporlr 

& I 11)s \,\ill’I)tlt*g 
John Hodulik, C I A  
(212) 713 4226, john Iiodidlk@bot)tw r o r n  
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